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Prepared by the AICPA Professional Ethics Executive Committee for comments
from persons interested in independence, behavioral, and technical standards matters
Comments should be received by January 2 3 , 1991, and addressed to
Herbert A. Finkston, Director, Professional Ethics Division
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775

This exposure draft has been sent to —
• Practice offices of CPA firms.
• Sampling of members in industry and education.
• Members of AICPA Council and technical committee
chairmen.
• State society and chapter presidents, directors, and
committee chairmen.
• Organizations concerned with regulatory, supervisory, or
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AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

October 23, 1990
This exposure draft contains ten proposals for review and comment by the Institute's membership and
other interested parties regarding pronouncements to be adopted, revised, or deleted by the Professional
Ethics Executive Committee. The text of and an explanatory preface to each pronouncement are
included in this exposure draft.
A summary does not accompany this exposure draft because of the diversity of material included.
Instead, the type of information a summary would contain is included in the "Explanation" preceding
each proposal. The reader will thus be able to consider the proposed pronouncements with clearer focus
on the particular issues.
After the exposure period is concluded and the comments evaluated by the Professional Ethics Executive Committee, the committee may decide to publish one or more of the proposed pronouncements.
Once published, the pronouncements become effective on the last day of the month in which they are
published in the Journal of Accountancy, except as otherwise stated in the pronouncement.
Your comments are an important part of the standard-setting process. Please take this opportunity to
comment. Responses should be made under the appropriate heading on the enclosed self-mailer comment form. They must be received at the AICPA by January 23, 1991. All written replies to this exposure
draft will become part of the public record of the AICPA and will be available for inspection at the office
of the AICPA after February 25, 1991, for a period of one year.
Please send comments to Herbert A. Finkston, Professional Ethics Division, AICPA, 1211 Avenue of the
Americas, New York, NY. 10036-8775.
Sincerely,

Raymond L. Dever
Chairman
AICPA Professional Ethics Executive Committee

Herbert A. Finkston
Director
Professional Ethics Division

PROPOSED ETHICS RULING UNDER RULE 101
[Explanation]
Interpretation I0I-8, as currently contained in the AICPA Code of Professional Conduct, includes the
following statement: "A member holding a direct financial interest in a partnership that invests in his
client has, as a result, a direct financial interest in the client, which impairs his independence."
In connection with its recent review of independence pronouncements in the Code, the Professional
Ethics Executive Committee proposes to remove from interpretation 101-8 all references to a member's
investment in a partnership that invests in a member's client (see page 6 of this exposure draft). The
executive committee also proposes a ruling on that issue, which concludes that a member's general partner interest in a partnership that invests in a client is a direct financial interest impairing independence;
however, a member's limited partnership interest is an indirect financial interest impairing independence
only if material to the member's net worth.
[Text of Proposed Ruling Under Rule 101]
Member's Investment in a Partnership That Invests in Member's Client
Question—A member has a direct financial interest in a partnership that invests in a client of the
member's firm. Would the member's independence be considered to be impaired with respect to the
client?
Answer— If the member is a general partner, or functions in a capacity similar to that of a general partner,
in a partnership that invests in a client of the member's firm, the member is deemed to have a direct
financial interest in the client. Independence is considered to be impaired.
If the member is a limited partner in a partnership that invests in a client of the member's firm, the
member is considered to have an indirect financial interest in the client. Independence would be considered to be impaired if the indirect financial interest is material to the member's net worth.

PROPOSED ETHICS RULING UNDER RULE 101
[Explanation]
The Professional Ethics Division has considered the issue of a member's independence when the
member has a business investment with a client or any of its officers, directors, or principal stockholders.
Interpretation 101-1-A3 of the AICPA Code of Professional Conduct addresses independence and "joint
closely held business investments." The quoted phrase, however, is not defined.
The proposed ruling defines such an investment.
[Text of Proposed Ruling Under Rule 101]
The Meaning of a Joint Closely Held Business Investment
Question — Under Rule 101 and interpretation 101-1, a member's independence is considered to be
impaired if, during the period of the professional engagement or at the time of expressing an opinion,
the member or the member's firm had any joint, closely held business investment with the client or any
officer, director, or principal stockholder thereof that was material in relation to the member's net worth
or to the net worth of the member's firm. What is a joint closely held business investment?
Answer— For purposes of Rule 101, its interpretations, and rulings, a joint closely held business
investment is a business investment that is subject to control, as defined in FASB Statement No. 94,
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by the member, the client, its officers, directors, or principal stockholders, individually or in any
combination.

PROPOSED REVISION OF INTERPRETATION
101-8 UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee has reconsidered interpretation 101-8 and has concluded
that revisions are necessary. The proposed significant revisions include —
1. Deletion of the sentence addressing investments in partnerships that invest in clients. This issue is
addressed in a separate ruling included on page 5 of this exposure draft.
2. Amendment of the definition of investor, to include general partners as investors because general
partners under ethics interpretation 101-9 have significant influence over the partnership.
3. Deletion of the guidelines regarding materiality.
[Text of Current Interpretation

101-8 Proposed for Revision]

Effect on Independence of Financial Interests in Nonclients Having Investor or
Investee Relationships With a Member's Client
Introduction
Interpretation 101-1 under Rule 101, Independence [ET section 101.02], provides in part that "A member
or a firm of which he is a partner or shareholder shall not express an opinion on financial statements of
an enterprise unless he and his firm are independent with respect to such enterprise. Independence will
be considered to be impaired if, for example, (A). . .during the period of his professional engagement,
or at the time of expressing his opinion, he or his firm. . . had or was committed to acquire any direct or
material indirect financial interest in the enterprise. . . (B) during the period covered by the financial
statements, during the period of the professional engagement, or at the time of expressing an opinion,
he or his firm. . .was connected with the enterprise. . . in any capacity equivalent to that of a member
of management."
This interpretation deals with the effect on the appearance of independence of financial interests in
nonclients that are related in various ways to a client. Some of the relationships discussed herein result
in a financial interest in the client, while others would place the member in a capacity equivalent to that
of a member of management.
Situations in which the nonclient investor is a partnership are not covered in this interpretation because
the interests of the partnership are ascribed directly to the partners. A member holding a direct financial
interest in a partnership that invests in his client has, as a result, a direct financial interest in the client,
which impairs his independence.
Terminology
The following specially identified terms are used in this interpretation as indicated:
1. Client. The enterprise with whose financial statements the member is associated.
2. Member. In this interpretation the term member means those individuals identified in the term "he
and his firm" as defined in interpretation 101-9 [section 101.11].
3. Investor. In this interpretation the term investor means (a) a parent or (b) another investor (including
a natural person but not a partnership) that holds an interest in another company ("investee"), but only
6

if the interest gives such other investor the ability to exercise significant influence over operating and
financial policies of the investee. The criteria established in paragraph 17 of Accounting Principles
Board Opinion Number 18 [AC section I82.104] shall apply in determining the ability of an investor
to exercise such influence.
4. Investee. In this interpretation, the term investee means (a) a subsidiary or (b) an entity that is subject
to significant influence from an investor. A limited partnership in which a client-investor holds a
limited partnership interest would not be considered an "investee" subject to this interpretation
unless the limited partner were in a position to exercise significant influence over operating and
financial policies of the limited partnership.
5. Material investee. An investee is presumed to be material if—
a. The investor's aggregate carrying amount of investment in and advances to the investee exceeds
5 percent of the investor's consolidated total assets, or
b. The investor's equity in the investee's income from continuing operations before income taxes
exceeds 5 percent of the investor's consolidated income from continuing operations before
income taxes.
When the investor is a nonclient and its carrying amount of investments in and advances to the client
investee is not readily available, the investor's proportionate share of the client investee's total assets may
be used in the calculation described in (a) above.
If the income of an investor or investee from continuing operations before income taxes of the most
recent year is clearly not indicative of the past or expected future amounts of such income, the reference
point for materiality determinations should be the average of the incomes from continuing operations
before income taxes of the preceding three years.
If a member has a financial interest in more than one nonclient investee of a client investor, the investments in and advances to such investees, and the equity in the income from continuing operations before
income taxes of all such investees, must be aggregated for purposes of determining whether such
investees are material to the investor.
The 5-percent guidelines for identifying a material investee are to be applied to financial information
available at the beginning of the engagement. A minor change in the percentage resulting from later
financial information, which a member does not and could not be expected to anticipate at the beginning, may be ignored.
6. Material financial interest. A financial interest is presumed to be material to a member if it exceeds
5 percent of the member's net worth. If the member has financial interests in more than one investee
of one investor, such interests must be aggregated for purposes of determining whether the member
has a material financial interest as described in the preceding sentence.
Interpretation
Where a nonclient investee is material to a client investor, any direct or material indirect financial
interest of a member in the nonclient investee would be considered to impair the member's independence with respect to the client. Likewise, where a client investee is material to a nonclient investor, any
direct or material indirect financial interest of a member in the nonclient investor would be considered
to impair the member's independence with respect to the client.
The remainder of this interpretation discusses whether, in the other situations listed below, a member's
financial interest in the nonclient investor or nonclient investee of an audit client will impair the
member's independence.
These situations are discussed in the following sections:
(1) Nonclient investee is not material to client investor.
(2) Client investee is not material to nonclient investor.
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Other relationships, such as those involving brother-sister common control or client-nonclient joint
ventures, may affect the appearance of independence. The member should make a reasonable inquiry
to determine whether such relationships exist, and where they do, careful consideration should be given
to whether the financial interests in question would lead a reasonable observer to conclude that the
specified relationships pose an unacceptable threat to the member's independence.
In general, in brother-sister common control situations, an immaterial financial interest of a member in
the nonclient investee would not impair the independence of a member with respect to the client
investee provided the member could not significantly influence the nonclient investor. In like manner
in a joint venture situation, an immaterial financial interest of a member in the nonclient investor would
not impair the independence of the member with respect to the client investor provided that the
member could not significantly influence the nonclient investor.
If a member does not and could not reasonably be expected to have knowledge of the financial interests
or relationships described in this interpretation, such lack of knowledge would preclude an impairment
of independence.
(1) NONCLIENT INVESTEE IS NOT MATERIAL
TO CLIENT INVESTOR
CLIENT A
INVESTOR

NONCLIENT B
IMMATERIAL INVESTEE
An immaterial financial interest of a member in nonclient B (investee) would not be considered to impair
the member's independence with respect to client A (investor). A material financial interest of a member
in nonclient B would be considered to impair the member's independence with respect to client A. The
reason for this is that through its ability to influence nonclient B, client A could enhance or diminish the
value of the member's financial interest in nonclient B by an amount material to the member's net worth
without a material effect on its own financial statements. As a result, the member would not appear to
be independent when reporting on the financial statements of client A.

CLIENT A
INVESTOR

NONCLIENT B
INVESTOR/INVESTEE

NONCLIENT C
INVESTEE
If nonclient B (investee of client A) had an investee, nonclient C, the determination as to whether a
financial interest in nonclient C would be considered to impair the member's independence would be
based on the same rules as above for nonclient B, except that the materiality of nonclient C is measured
in relation to client A, rather than to nonclient B.
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(2) CLIENT INVESTEE IS NOT MATERIAL
TO NONCLIENT INVESTOR
NONCLIENT D
INVESTOR

1
CLIENT E
IMMATERIAL INVESTEE
Except as indicated in the next paragraph, a financial interest of a member in nonclient D (investor) would
not be considered to impair the member's independence with respect to client E (investee) even if the
financial interest in nonclient D were material to the member's net worth. The reason for this is that since
client E is immaterial to nonclient D, the member would not appear to be in a position to enhance his
investment in nonclient D.
If the member's financial interest in nonclient D (investor) is sufficiently large to allow the member to
significantly influence the actions of nonclient D, the member's independence would be considered to
be impaired. The reason for this is that a financial interest sufficient to allow the member to significantly
influence the actions (operating and financial policies, intercompany transactions, etc.) of the investor
could permit the member to exercise a degree of control over the client that would place the member
in a capacity equivalent to that of a member of management. Such a relationship would be considered
to impair independence under interpretation 101(B)(1) [ET section 101.02].
NONCLIENT F
INVESTOR

NONCLIENT G
INVESTOR/INVESTEE

CLIENT H
INVESTEE
If client H were an investee of nonclient G, who was an investee of another investor, nonclient F, the
determination as to whether a financial interest in nonclient F would be considered to impair the
member's independence would be based on the same rules as above for nonclient G, except that the
materiality of client H is measured in relation to nonclient F, rather than to nonclient G [formerly
paragraph .09, renumbered by adoption of the Code of Professional Conduct on January 12, 1988].
[Revised, December 31, 1983, by the Professional Ethics Executive Committee. References changed to
reflect the issuance of the AICPA Code of Professional Conduct on January 12, 1988.]

[Text of Proposed Revision to Interpretation 101-8]
Effect on Independence of Financial Interests in Nonclients Having Investor or
Investee Relationships With a Member's Client
Introduction
Financial interests in nonclients that are related in various ways to a client may impair independence.
Some of the relationships discussed herein result in a financial interest in the client, while others would
place the member in a capacity equivalent to that of a member of management.
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Situations in which the nonclient investor is a partnership are not covered in this interpretation.
Terminology
The following specifically identified terms are used in this interpretation as indicated:
1. Client. The term client means the person or entity with whose financial statements the member or the
member's firm is associated.
2. Investor. The term investor means (a) a parent, (b) a general partner, or (c) a natural person or corporation that has the ability to exercise significant influence as defined in Accounting Principles Board
(APB) Opinion No. 18 through the financial interest.
3. Investee. The term investee means (a) a subsidiary or (b) an investor that has the ability to exercise
significant influence as defined in APB Opinion No. 18 through the financial interest.
Interpretation
Where a nonclient investee is material to a client investor, any direct or material indirect financial
interest of a member in the nonclient investee would be considered to impair the member's independence with respect to the client. Likewise, where a client investee is material to a nonclient investor, any
direct or material indirect financial interest of a member in the nonclient investor would be considered
to impair the member's independence with respect to the client.
The remainder of this interpretation discusses whether, in the other situations listed below, a member's
financial interest in the nonclient investor or nonclient investee of a client requiring independence will
impair the member's independence.
These situations are discussed in the following sections:
(1) Nonclient investee is not material to client investor.
(2) Client investee is not material to nonclient investor.
Other relationships, such as those involving brother-sister common control or client-nonclient joint ventures, may affect the appearance of independence. The member should make a reasonable inquiry to
determine whether such relationships exist, and if they do, careful consideration should be given to
whether the financial interests in question would lead a reasonable observer to conclude that the specified relationships pose an unacceptable threat to the member's independence.
In general, in brother-sister common control situations, an immaterial financial interest of a member in
the nonclient investee would not impair the independence of a member with respect to the client
investee provided the member could not significantly influence the nonclient investor. In like manner
in a joint venture situation, an immaterial financial interest of a member in the nonclient investor would
not impair the independence of the member with respect to the client investor provided that the
member could not significantly influence the nonclient investor.
If a member does not and could not reasonably be expected to have knowledge of the financial interests
or relationship described in this interpretation, the member's independence would not be considered
to be impaired under this interpretation.
(1) NONCLIENT INVESTEE IS NOT MATERIAL TO
CLIENT INVESTOR
CLIENT A
INVESTOR

NONCLIENT B
IMMATERIAL INVESTEE
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An immaterial financial interest of a member in nonclient B (investee) would not be considered to impair
the member's independence with respect to client A (investor). A material financial interest of a member
in nonclient B would be considered to impair the member's independence with respect to client A. The
reason for this is that through its ability to influence nonclient B, client A could enhance or diminish the
value of the member's financial interest in nonclient B by an amount material to the member's net worth
without a material effect on its own financial statements. As a result, the member would not appear to
be independent when reporting on the financial statements of client A.

CLIENT A
INVESTOR

NONCLIENT B
INVESTOR/INVESTEE

NONCLIENT C
INVESTEE

If nonclient B (investee of client A) had an investee, nonclient C, the determination as to whether a financial interest in nonclient C would be considered to impair the member's independence would be based
on the same rules as above for nonclient B, except that the materiality of nonclient C is measured in
relation to client A, rather than to nonclient B.
(2) CLIENT INVESTEE IS NOT MATERIAL
TO NONCLIENT INVESTOR
NONCLIENT D
INVESTOR

CLIENT E
IMMATERIAL INVESTEE

Except as indicated in the next paragraph, a financial interest of a member in nonclient D (investor)
would not be considered to impair the member's independence with respect to client E (investee) even
if the financial interest in nonclient D were material to the member's net worth. The reason for this is
that since client E is immaterial to nonclient D, the member would not appear to be in a position to
enhance his investment in nonclient D.
If the member's financial interest in nonclient D (investor) is sufficiently large to allow the member to
significantly influence the actions of nonclient D, the member's independence would be considered to
be impaired. The reason for this is that a financial interest sufficient to allow the member to significantly
influence the actions (operating and financial policies, intercompany transactions, etc.) of the investor
could permit the member to exercise a degree of control over the client that would place the member
in a capacity equivalent to that of a member of management. Such a relationship would be considered
to impair independence. [See interpretation 101-1-B1, ET section 101.02.]
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NONCLIENT F
INVESTOR

NONCLIENT G
INVESTOR/INVESTEE

CLIENT H
INVESTEE

If client H were an investee of nonclient G, who was an investee of another investor, nonclient F, the
determination as to whether a financial interest in nonclient F would be considered to impair the
member's independence would be based on the same rules as above for nonclient G, except that the
materiality of client H is measured in relation to nonclient F, rather than to nonclient G.

PROPOSED ETHICS RULING UNDER RULE 101
[Explanation]
This proposed ruling, which the Professional Ethics Executive Committee recommends for adoption,
provides an illustration of the changes proposed in this exposure draft that define a joint closely held
business investment, revise interpretation 101-8, and discuss the circumstances in which a member's
investment in a partnership that invests in a member's client impairs the member's independence (see
pages 5 and 6).
[Text of Proposed Ruling Under Rule 101]
Member's Investment in a Limited Partnership
Question—A member is a limited partner in a limited partnership (LP), including a master limited
partnership. A client is a general partner in the same LP. Is the member's independence considered to .
be impaired with respect to (1) the LP, (2) the client, and (3) any subsidiaries of the LP?
Answer— (1) The member's limited partnership interest in the LP is a direct financial interest in the LP
that would impair independence under interpretation 101-1-A1.
(2) The LP is an investee of the client because the client is a general partner in the LP. Therefore, under
interpretation 101-8, if the investment in the LP is material to the client, the member's financial interest
in the LP would impair the member's independence with respect to the client. However, if the client's
financial interest in the LP is not material to the client, an immaterial financial interest of the member
in the LP would not impair independence with respect to the client.
(3) Since the member is a limited partner in the LP, the member is considered to have an indirect financial interest in all subsidiaries of the LP. If the indirect financial interest in the subsidiaries is material
to the member, the member's independence would be considered to be impaired with respect to the
subsidiaries under interpretation 101-1-Al.
If the member or client general partner, individually or together can control the LP, the LP would be
considered a joint closely held business investment under interpretation 101-1-A3 [ET section
].
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PROPOSED REVISION OF ETHICS RULING
NO. 69 UNDER RULE T01
[Explanation]
In view of the proposed definition of a "joint closely held business investment" included on page 5 of this
exposure draft, the Professional Ethics Executive Committee proposes a change in Ethics Ruling No. 69.
[Text of Current Ruling No. 69 Proposed for Revision]
Joint Investment With a Promoter and/or General Partner
Question—A private, closely held entity functions as a promoter of nonpublic, closely held real estate
limited partnerships and continues to be associated with limited partnership A as the general partner.
A member's firm has been asked to provide a service requiring independence for a new related limited
partnership B with the same promoter and/or general partner. The member's firm does not audit the
private, closely held entity or limited partnership A. The member or the member's firm has a material
(to member's or the firm's net worth) limited partnership interest in limited partnership A. Would the
member's firm be independent for purposes of providing services to limited partnership B?
Answer— For the purposes of Rule 101 and its interpretations, the member's or the member's firm's financial interest in limited partnership A would be considered a "joint closely held business investment" with
the general partner of partnerships A and B. The member's or the member's firm's financial interest in
limited partnership A is material to the member's or the firm's net worth; consequently, the firm's
independence would be considered to be impaired with respect to limited partnership B pursuant to
Rule 101 and its interpretations.
See Ruling No. 63 under ET Section 191 [ET section 191.125-127] for a definition of the term promoter.
[Text of Proposed Revision of Ruling No. 69 Under Rule 101]
Investment With a General Partner
Question—A private, closely held entity is the general partner and controls limited partnership A as
defined in FASB Statement 94. The member has a material (to his or her net worth) limited partnership
interest in limited partnership A. The member has been asked to provide a service requiring independence for a new limited partnership B with the same general partner. Would the member be independent
for purposes of providing services to limited partnership B?
Answer— Because the general partner has control over limited partnership A, the member is considered
to have a joint closely held business investment with the general partner, who has significant influence
over limited partnershp B, the proposed client. Since the member has a material investment in limited
partnership A, independence would be considered to be impaired with respect to limited partnership B.

PROPOSED DELETION OF ETHICS RULING
NO. 62 UNDER RULE 101
[Explanation]
Consistent with the changes proposed in this exposure draft that relate to a member's investment in a
partnership that invests in the member's client, the definition of a "joint closely held business investment, and interpretation 101-8 (see pages 5 and 6), the current Ethics Ruling No. 62 would not provide
correct guidance and should be deleted from the AICPA Code of Professional Conduct.
13

[Text of Current Ruling No. 62 Proposed for Deletion]
Member and Client Are Limited Partners in a Limited Partnership
(As used in this ruling, the term client means any client with whose financial statements the member or
his firm is associated.)
Question—A member owns a limited partnership interest in a limited partnership in which a client
(and/or an officer, director, or principal stockholder therof) also owns a limited partnership interest. The
interest of the member is material to his net worth. Is the member's interest considered to be a "joint
closely held business investment," as that term is used in interpretation 101-1-A2 (section 101.02)?
Answer—A limited partnership interest of a member in a limited partnership in which a client also owns
a limited partnership interest would not be considered to be a "joint closely held business investment"
if the following conditions are met:
1. The member and all investor client(s) are and remain passive investors and take no active role in the
formation or management of the limited partnership. They make no decisions and have no voice in
the conduct of its affairs except in remote circumstances, such as dissolution of the partnership or the
appointment of new general partners.
2. The aggregate interest in the limited partnership of the member and his firm represents less than 20
percent of the interest of all limited partners in the partnership.
3. The aggregate interest in the limited partnership of any investor client (and/or its officers, directors,
or principal stockholders) represents less than 20 percent of the interest of all limited partners in the
partnership.
4. If a member owns a limited partnership interest in a limited partnership in which two or more clients
(and/or their officers, directors, or principal stockholders) own limited partnership interests, the
aggregate interest in the limited partnership of the member and his firm, and all investor clients
(and/or their officers, directors, or principal stockholders), shall represent less than 50 percent of the
interest of all limited partners in the partnership. Under the above circumstances, the value of the
member's interest would not be dependent upon any action of his client (or clients). Accordingly, the
member's independence would not be considered to be impaired.
If a member does not and could not reasonably be expected to have knowledge of the limited partnership/client relationship, such lack of knowledge would preclude an impairment of independence.

PROPOSED REVISION OF INTERPRETATION
101-10 UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes a revision to current interpretation 101-10,
which provides that the auditor of a material component unit of a governmental reporting entity, but not
of the reporting entity itself, must be independent not only of the reporting entity but also of all other
component units. This standard is more restrictive than that applied in the commercial sector and
should be changed. Editorial changes have also been made to reflect statements issued by GASB, instead
of the NCGA.
[Text of Current Interpretation 101-10 Proposed for Revision]
The Effect on Independence of Relationships Proscribed by Rule 101 and Its
Interpretations With Nonclient Entities Included With a Member's Client in the
Financial Statements of a Governmental Reporting Entity
Rule 101 and its interpretations provide, in part, the following: "A member or a firm of which he is a
partner or shareholder shall not express an opinion on financial statements of an enterprise unless he and
14

his firm are independent with respect to such enterprise. Independence will be considered to be
impaired if, for example: (A) During the period of his professional engagement, or at the time of expressing his opinion, he or his firm . . . had or was committed to acquire any direct or material indirect financial interest in the enterprise. . . (B) During the period covered by the financial statements, during the
period of the professional engagement, or at the time of expressing an opinion, he or his firm. . .was
connected with the enterprise... in any capacity equivalent to that of a member of management. . ."
This interpretation deals with the effect on the appearance of independence of members having a
relationship of a type specified in Rule 101 with nonclients that are related in various ways to clients in
the state and local governmental sector.*
Under Statement 3, "Defining the Governmental Reporting Entity," by the National Council of Governmental Accounting (NCGA), financial statements should be issued for the governmental reporting
entity, which consists of the combined financial statements of an oversight entity and one or more
component unit entities. The basic criterion for including an entity as a component unit in a governmental
reporting entity for general-purpose financial statements is the exercise of oversight responsibility for
such units by the oversight entity. Oversight responsibility is derived from the oversight entity's
significant influence on the component unit and includes, but is not limited to, financial interdependency, selection of governing authority, designation of management, ability to significantly influence
operations, and accountability for fiscal matters.
Since the provisions of NCGA Statement 3 indicate that it need not be applied to immaterial items, it is
presumed, for purposes of this interpretation, that all component units included in the governmental
reporting entity's financial statements were included because they are material to the reporting entity,
unless the member can demonstrate otherwise.
Therefore, because the oversight entity can exercise significant influence over the component units
included in the reporting entity financial statements, Rule 101 is applicable and requires a member
issuing a report on the combined financial statements of a governmental reporting entity to be independent of the oversight entity and of each component unit included in the reporting entity financial
statements.
Similarly, a member who is the auditor of a material component unit, but is not the auditor of the
oversight entity, should be independent of the oversight entity and each of the other component units
because of the significant influence of the oversight entity over all the component units.
However, a member who is the auditor of an immaterial component unit need be independent of only
that component because it is immaterial to the reporting entity. If this same member also audited other
immaterial component units which, when aggregated, are material to the reporting entity, the member
should be independent of the oversight entity and of the component units that the member audits and
all other component units included in the financial statements of the reporting entity.
A member expressing an opinion on the financial statements of a governmental reporting entity should
take reasonable steps to seek satisfaction concerning the independence of auditors of component units.
(See AU section 543.) [Formerly paragraph .11, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. References changed to reflect the issuance of the AICPA Code of Professional Conduct on January 12, 1988.]

[Text of Proposed Revision of Interpretation 101-10 Under Rule 101]
The Effect on Independence of Relationships With Entities Included in
the Governmental Financial Statements
Under statements issued by the GASB, general-purpose financial statements may be issued for a governmental reporting entity, which consists of the financial statements of an oversight entity and one or more
other entities (component units).
*As set forth under Section 91 of the Code, entitled "Applicability," nothing in this interpretation should inhibit a member from
performing his/her statutory duties as a governmental auditor.
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Because the oversight entity can exercise significant influence over the component units included in the
reporting entity financial statements, Rule 101 is applicable and requires a member issuing a report on
the general-purpose financial statement to be independent of the oversight entity and of each component unit that should be included therein.
A member who is the auditor of a material component unit, but is not the auditor of the oversight entity,
should be independent of that component unit and the oversight entity.
A member who is the auditor of only an immaterial component unit is only required to be independent
of that component because it is immaterial to the reporting entity. If this same member also audited
other immaterial component units that, when aggregated, are material to the reporting entity, the
member should be independent of the oversight entity and of the component units that the member
audits.

PROPOSED REVISION OF ETHICS RULING
NO. 57 UNDER RULE 101
[Explanation]
Rule 102, Integrity and Objectivity, of the AICPA Code of Professional Conduct provides, in part, that
in the performance of any professional services, a member "shall be free of conflicts of interest." Ethics
interpretation 102-2 provides that "a conflict of interest may occur if a member performs a professional
service for a client or employer and the member or his firm has a significant relationship with another
person, entity, product or service that could be viewed as impairing the member's objectivity." The
Professional Ethics Executive Committee plans to issue ethics rulings to provide guidance on what
circumstances may be viewed as creating conflicts of interest.
[Text of Current Ruling No. 57 Proposed for Revision]
MAS Engagement to Evaluate Service Bureaus
Question—A member's firm has been asked by a client to evaluate various commerical service bureaus
and recommend a particular service bureau for processing the client's accounting records. Several
partners in the member's firm have a material financial interest in a service bureau which would be one
of the potential vendors. Does acceptance of this engagement create possible violations of the Code of
Professional Ethics?
Answer—There would be a possible violation of Rule 102. A recommendation by the firm that the client
use the outside service bureau in which partners have a material financial interest raises a serious
question as to whether the firm appears to have subordinated its judgment to those partners having a
financial interest in the service bureau.*
[Text of Proposed Revision of Ruling 57 Under Rule 102]
MAS Engagement to Evaluate Service Bureaus
Question—A client has asked a member's firm to evaluate and recommend service bureaus for processing a client's accounting records. Partners in the member's firm hold material financial interests in one
of these service bureaus. Does a conflict of interest exist?
Answer—Yes. Under Rule 102 if the partners' financial interests in the service bureau are disclosed to the
client and the client's consent is obtained for the performance of the engagement, the rule would not
operate to prohibit the performance of the engagement.

*Consult Rule of Conduct 505 and interpretation 505-1 for possible application.
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PROPOSED DELETION OF ETHICS RULING
NO. 42 UNDER RULE 101
[Explanation]
The Professional Ethics Executive Committee proposes that the purchase of a life insurance policy from
a client is no different from the purchase of any other product from a client, and the committee therefore
recommends that this ruling, which holds that such purchase may impair a member's independence, be
deleted from the AICPA Code of Professional Conduct.
[Text of Ruling No. 42 Under Rule 101 Proposed for Deletion]
Members as Life Insurance Policyholders
Question—A member's firm has been asked to serve as auditors for a stock life insurance company
which underwrites group term life insurance policies for the firm's partners, payable to the designated
beneficiaries, not the firm. The proceeds would very likely constitute a significant part of each partner's
estate. Would the independence of the member's firm be considered to be impaired under these
circumstances?
Answer—The firm's independence would not be considered to be impaired so long as the amount at risk
is not material to the insurance company's underwriting activities.

PROPOSED ETHICS RULING UNDER RULE 502
[Explanation]
The AICPA Accredited Personal Financial Specialist (APFS) designation is earned by members after
fulfilling specified criteria, including an examination, experience requirements, and continuing professional education requirements. The proposed ruling provides that the AICPA will recognize under
certain circumstances the use of the APFS designation as being in compliance with Rule 502, Advertising
and Other Forms of Solicitation.
[Text of Proposed Ruling Under Rule 502]
Use of the AICPA Accredited Personal Financial Specialist Designation
Question — In what circumstances may a firm include the AICPA-awarded designation "Accredited
Personal Financial Specialists" on the firm's letterhead and in marketing materials?
Answer— It is permissible under Rule 502 for the designation "Accredited Personal Financial
Specialists" (APFS) to be used on a firm's letterhead and in marketing materials if all partners or
shareholders of the firm currently have the AICPA designation. An individual member who holds the
designation may use it after his or her name.
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